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Abstract 
This paper investigates the practice of asset impairment in large listed UK corporations before and after the 
change in the regulatory environment to International Financial Reporting Standards.  The results find that 
overall implementation of an asset impairment charge results in a greater amount of income smoothing as opposed 
to big bath accounting, but that post the change in the regulatory environment, the extent of big bath accounting 
increases. 
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1. Introduction 
Asset impairment is a relatively new term in the corporate reporting arena.  However, the concept of asset 
impairment relates closely to that of an asset write-down.  Asset write-downs historically have been a feature 
of corporate reporting for many years (Lee (1975) due to the principle of conservatism, although largely 
discretionary in nature in the UK until the introduction of Financial Reporting Standard 11 Impairment of 
Assets and Goodwill (FRS 11) in 1998.  This paper evaluates the extent of asset impairment amongst large 
UK listed corporations both pre and post the change to International Financial Reporting Standards in 2005.  
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Section II of the paper commences with a review of selected prior literature, Section III explains the research 
questions and methodology, Section IV provides an analysis of the results and Section V provides some 
concluding comments. 
2. Prior literature 
2.1. Earnings Management 
Asset impairment loss recognition is contemporaneously linked to both the issue of earnings management 
(Elliott and Shaw (1988), Walsh, Craig and Clarke (1991), Elliott and Hanna (1996), Jordan and Clarke 
(2004), Sevin and Schroeder (2005) and Andrews (2006)) and the principle of conservatism (Ball and 
Shivakumar (2003), Watts (2003), LaFond and Watts (2008)).  The question of whether asset impairment 
constitutes a form of income smoothing in terms of managing the earnings of an entity or whether asset 
impairment presents the management with the opportunity to take a big bath† (Trueman and Titman (1988), 
Walsh et al (1991), Bartov (1993), Basu (1997), Burgstahler and Dichev (1997), Healy and Wahlen (1999), 
Shaw (2003), Jordan and Clark (2004), Sevin and Schroeder (2005)) is an important question in terms of this 
thesis and has been debated amongst academics and regulators‡.   
2.2. Asymmetrical Timeliness of Earnings 
The implementation of an asset impairment loss impacts upon the asymmetrical timeliness of earnings and 
this important characteristic (Basu (1997), Ball and Shivakumar (2003)) is determined by the fact that in the 
current financial reporting regime, timeliness of earnings tends to be skewed towards loss recognition§ rather 
than recognition of gains.  This results in a bias in the symmetry of the reported financial information towards 
greater reporting of unrealised losses and not so much reporting of unrealised gains (Basu 1997).  The 
asymmetrical aspect of earnings is long established within the principle of conservatism (Watts (2003), 
LaFond and Watts (2008)).   
The amount of discretionary choice available to management in a decision to charge an impairment loss is 
also an important point in terms of whether management uses this discretion in order to manipulate the 
published financial results.  This aspect has been investigated by researchers such as Beatty, Ramesh and 
Weber (2002), Elliott and Hanna (1996), Francis, Hanna and Vincent (1996), Rees, Gill and Gore (1996), 
Fields, Lys and Vincent (2001) and Riedl (2004).   
Additionally discretionary choice forms an important part of the seminal work by Watts and Zimmerman 
(1978) in the area of Positive Accounting Theory and management choice in discretionary accounting policy.  
Central to the issue of discretionary choice is the measurement and valuation method applied by management 
in the determination of an asset impairment loss.   
 
 
† Big bath accounting is the practice of using a large write-off to ‘clear the decks’.  Healy and Wahlen (1999) provide a comprehensive 
literature review relating to big baths. 
‡ Arthur Levitt (then chairman of the SEC in the US) expressed his concern at the rising incidence of big bath accounting used to 
manipulate financial reports in a speech delivered to New York University on 28th September 1998. 
§ For example, regulation in both the US under SFAS 142 and Internationally under IFRS3 and IAS 36 only permit downward valuation 
adjustments in the form of asset impairment charges and no upward revaluations of intangible assets.  However, under IAS 16 Property, 
Plant and Equipment, periodic upwards revaluations of tangible fixed assets such as land and buildings are allowed. 
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2.3. Fair Value 
Fair value has three possible approaches to the valuation technique to be used in determining fair value 
based on the information available for the particular type of asset, according to the International Accounting 
Standards Board (2006).  The market approach is based on market information and is regarded as level 1 or 2 
inputs.  The income approach based on expected future cash flow or income from the point of view of the 
entities own assumptions about the assumptions of market participants’ attitude to potential income for the 
asset are regarded as level 2 or level 3 inputs .  This is a form of value in use with the emphasis on market 
valuation of future cash flows as opposed to an entity specific valuation.  However, the question must be 
asked of how this will be differentiated and justified given that both measurements involve the use of future 
discounted cash flows. 
Landesman (2007) also discusses the relevance and reliability of fair value.  In line with the comments 
from Cooper (2007), Broadley (2007) and Penman (2007), Landesman (2007) considers that fair value in the 
context of a level one input within a highly tradable market is useful, however, he explains that the level 2 and 
3 inputs are prone to estimation error and this creates problems in information asymmetry.  Additionally he 
raises the problem of moral hazard where managers may have an incentive to manipulate, manage or smooth 
earnings, particularly when fair value measures are being considered for upward revaluation or impairment of 
assets.  Landesman (2007) concludes that fair values can be information relevant to investors but stresses that 
the level of reliability is affected by the unknown amount of measurement error.  This view is also held be 
Watts (2003). 
3. Research questions and methodology 
The aim of this paper is to explore the practice of impairment of assets in UK published financial 
statements and evaluate the concept and suitability of impairment as a means of recognizing and subsequently 
measuring a decline in the value of a non current asset and the implications of this process.  An assessment of 
the impact of international standards in relation to asset impairment being operational from January 2005 for 
UK listed corporations is also undertaken.   
3.1. Research Questions 
The paper has two primary research questions aimed at answering the overall research aim stated in the 
previous section in the context of large UK corporations.  These are; 
1. Does charging an asset impairment loss result in a greater prevalence of income smoothing or big 
bath accounting? 
2. Does the change in the regulatory environment relating to asset impairment testing result in an 
increase of income smoothing or big bath accounting? 
The sample used to test these questions is those corporations listed on the UK Financial Times 100 Index 
between the years commencing in 2003 to the third quarter of 2007.  The Financial Analysis Made Easy 
(FAME) database was used to extract those corporations that had reported an asset impairment charge and all 
data was processed through the Statistical Package for the Social Sciences (SPSS) software. 
3.2. Methodology 
Prior research, such as Moses (1987), Strong and Meyer (1987), Elliott and Shaw (1988), Zucca and 
Campbell (1992), Easton et al (1993), Beattie et al (1994), Elliott and Hanna (1996), Francis et al (1996), 
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Rees et al (1996), Heflin and Warfield (1997), Bunsis (1997), Alciatore et al (1998), Cotter et al (1998), Deng 
and Lev (1998), Jordan and Clark (2004), Riedl (2004), Peek (2004), Sevin and Schroeder (2005), Andrews 
(2006), Hayn and Hughes (2006), Beatty and Weber (2006), Christensen, Paik and Stice (2008), Lapointe-
Antunes, Cormier and Magnan (2009) and Jarva (2009) have evaluated the extent of big bath accounting or 
income smoothing within corporate reporting. 
To identify the characteristic of a big bath or income smoothing in the corporate report, expected earnings 
for the relevant period must be estimated to compare what the earnings might have been without the asset 
impairment charge.   This is the approach employed by researchers such as Moses (1987), Zucca and 
Campbell (1992), Beattie et al (1994), Jordan and Clark (2004), Peek (2004) and Riedl (2004).  This paper 
has employed the techniques of these research reports in order to increase the robustness of the results by 
having a number of different methods to make the same inferences from the sample rather than just one 
method, however, the method reported here is the one used by Zucca and Campbell (1992).  Additionally the 
annual reports of those corporations reporting asset impairment losses were also inspected to ascertain the 
disclosed valuation method implemented in the asset impairment review. 
3.3. Formula Derivation 
Zucca and Campbell (1992) compare expected earnings to reported earnings in the write down year.  The 
expected earnings are also compared with the pre write down earnings.  In the case of pre write down earnings 
being higher than expected earnings and by implementing the write down the reported earnings become closer 
to the level expected, but not less than expected earnings, this characteristic is associated with income 
smoothing.  Conversely if pre write down earnings are already below expected earnings thus the write down 
takes this figure even lower, this characteristic is associated with big bath accounting.   
A similar model has been used by Moses (1987), Beattie et al (1994), and Riedl (2004) in order to identify 
the characteristic of earnings management.  The model adopted in this paper was used by Zucca and Campbell 
(1992) and this is represented by the following formula; 
 [PWE < EE] and [RE < EE] = BB or  [PWE > EE] and [RE > EE] = IS 
Where: PWE = Pre write down earnings                                                                
EE     = Expected earnings                    
RE     =  Reported earnings                       
BB     = Big bath accounting                                                
IS       = Income smoothing 
This method was applied to the sample in both the pre and post change in the regulatory environment 
relating to asset impairment testing.  The methods adopted by Moses (1987), Beattie et al (1994) and Riedl 
(2004) to determine the earnings characteristic use a similar expected earnings approach in order to determine 
the earnings characteristic and were also used upon the same sample.  Additionally Jordan and Clark (2004) 
evaluated the earnings management behavior by evaluating both the return on assets and return on sales of 
impairment corporations.  As a form of further robustness, this test was also employed upon the same data.  A 
non parametric Mann Whitney test is used to assess the significance of the results. 
Wilcoxon (1945) developed a non parametric test to establish differences between two paired population 
samples when inferences about the normal distribution of the data could not be made.  This was later extended 
to include arbitrary sample sizes by Mann and Whitney (1947).  The Mann Whitney test was adopted by 
Moses (1987), Zucca and Campbell (1992), Beattie et al (1994), Riedl (2004) and Jordan and Clark (2004).  
The Mann Whitney test processed through the SPSS software assesses the significance of the differences 
between the two samples in the form of a p value. Commonly the p value is assessed as significant where p = 
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< 0.05.  (Schervish (1996)).  
4. Results 
Using the FAME database for the sample period identified 94 corporations that had reported an asset 
impairment loss.  Of these 94 corporations, 37 related to the period prior to the change to international 
standards while 57 related to the period post the change to international standards.  Under Financial Reporting 
Standard 11 Impairment of Assets and Goodwill acquired goodwill was normally amortized arbitrarily over a 
maximum useful life 20 years, whereas under International Accounting Standard 36 Impairment of Assets 
acquired goodwill was permitted to be capitalized indefinitely but subject to annual impairment testing. 
4.1. Identification of income smoothers and big bathers 
Using the Zucca and Campbell (1992) method produced conclusive behavior in terms of identification of 
big bathers or income smoothers and similar results were revealed when the same information was processed 
using the Moses (1987) and Beattie et al (1994) formulae which also adopt an expected earnings approach to 
identify the earnings characteristic.  As a test of further robustness the same dataset utilized the Jordan and 
Clark (2004) approach which compares both the return on assets and return on sales of those corporations that 
are identified as big bathers and those that are not.  The Zucca and Campbell (1992) results are illustrated in 
Table 1: 
Table 1.  Income smoothers and big bathers 
2003-2004 Pre change n=37 % 
Income smoothing 29 78% 
Big bath 7 19% 
Inconclusive 1 3% 
Total 37 100% 
2005-2007 Post change n=57 %  
Income smoothing 21 37% 
Big bath 32 56% 
Inconclusive 4 7% 
Total 57 100% 
Z score -1.77   
p value 0.038   
 
4.2. Discussion of results relating to earnings management 
As Table 1 illustrates, prior to the change in the regulatory environment the predominant behavior appears 
to be income smoothing (78%) while big bathers only account for 19% and the inconclusive results in this 
analysis amount to 3%.  Post the change in regulation the analysis produces a large shift from income 
smoothing (37%) to big bathers (56%) for the sample of fifty seven corporations.  The number of inconclusive 
observations is 7%.  As this analysis demonstrates, the shift to big bath accounting post the change is 
significant. 
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Performing the Mann Whitney Test on this result produces a statistically significant p result of 0.038.  This 
result demonstrates that at the 5% level of significance for a one tailed test for an increase in the proportions 
between the two samples that statistically, post the change in the regulatory environment, a statistically higher 
amount of big bath accounting takes place when compared to the pre change regulatory environment.  This 
result is consistent with prior studies by Riedl (2004), Jordan and Clark (2004), Beatty and Weber (2006) and 
Sevin and Schroeder (2005) who all considered a change in the regulatory environment in the US context and 
found a greater propensity for big bath accounting.    
Francis et al (1996) found fewer propensities for both income smoothing and big bath accounting 
characteristics with the main driver of impairment being discretionary choice and authoritative guidance in 
relation to asset impairments.  
On the basis of the findings over the entire sample period and the majority of the methods employed, 
charging an asset impairment loss would appear to result in a greater prevalence of income smoothing as 
opposed to big bath accounting. 
When the sample is split between the pre and post regulatory change in the reporting requirements relating 
to asset impairment and in response to the second research question posed, the results highlight that the 
change did result in a significant increase in the amount of big bath accounting and a decrease in the extent of 
income smoothing post the change to IAS 36, but that income smoothing is still the predominant result of 
charging an asset impairment loss. 
4.3. Disclosure of the valuation method 
The annual reports of the sample of 94 corporations were also analyzed to assess the preferred method of 
valuation used in the determination of an asset impairment loss.  The valuation method employed in order to 
arrive at the reported asset impairment loss is important as the decision is based on the deprival value concept 
(Bonbright (1937)).   
IAS 36 Impairment of Assets states that an asset is impaired when the recoverable amount of the asset is 
lower than the book value.  Recoverable amount is defined as the higher of net realizable value and value in 
use.  In this context value in use is the budgeted discounted future cash flows expected from continued use of 
the asset, based on management’s expectations about market performance.  Table II shows the results below; 
Table 11.  Disclosed valuation method 
Valuation methods 
Behavior 
Total Income smoothing Big bath 
Recoverable amount 29 14 43 
Net realizable value 20 11 31 
Value in use 49 21 70 
Total 98 46 144 
 
Value in use was found to be the predominant disclosed valuation method and this may appear to indicate a 
high degree of discretionary choice in terms of management’s determination of the amount of an asset 
impairment charge.  Using the chi-squared expected frequencies test through the SPSS software produces a 
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statistically significant result that confirms value in use as being used significantly more than the other 
valuation methods. 
Table II identifies a total of 144 disclosed valuation methods used in the determination of an asset 
impairment loss from a total of 92 corporations, with 2 of the sample of 94 corporations not disclosing any 
valuation method.  The 144 disclosed valuation methods arise as a result of 51 corporations disclosing one 
valuation method, 30 corporations disclosing two valuation methods while 11 corporations disclosed all three 
available valuation methods.  
4.4. Discussion of Results Relating to Disclosed Valuation Method 
The discretionary choice available to corporations when a fair value measurement approach is adopted in 
the determination of the asset impairment loss is an important factor and this issue is highlighted by authors 
such as Moses (1987), Strong and Meyer (1987), Beatty and Weber (2006), Cotter et al (1998), Zucca and 
Campbell (1992), Beattie et al (1994), Francis et al (1996), Peek (2004), Jordan and Clark (2004), Sevin and 
Schroeder (2005), Walsh et al (1991), Elliott and Shaw (1988) and Riedl (2004).   
The discretionary choice in terms of the amount and timing of any asset write off is a key investigative 
feature of the prior research and while some of the later papers, such as Jordan and Clark (2004), Riedl (2004) 
and Beatty and Weber (2005), do refer to the issue of fair value influencing the propensity of earnings 
management, none of the prior papers have established whether the fair value method employed constitutes a 
level 1, level 2 or level 3 input, instead they use the term fair value generically. 
In the case of an asset impairment charge a readily available market valuation, such as net realizable value, 
may be a more reliable assessment of the value of a particular asset, however, if the value in use is estimated 
to be higher than the market value this will reduce or eliminate the impairment charge.  A value in use 
calculation may present the corporation with the most favorable reported performance in the case of asset 
impairment, however, whether this reflects an accurate assessment of economic activity is less certain.   
Prior literature such as Watts (2003), Bromwich (2005), Cairns (2006), Walton (2006), Zijl and 
Whittington (2006), Landsman, (2007) and Penman (2007) are critical of the adoption of value in use due to 
the highly subjective nature of the method for calculating a suitable value based on discounted future cash 
flows.  
The findings in relation to the disclosed valuation method in this paper are useful in terms of the fact that it 
identifies the instances of when a subjective level 3 input, such as value in use, has been used to implement an 
asset impairment charge.  This highlights the extent of subjectivity and discretion that is used in the 
determination of asset impairment charges in the UK context and is in line with the previous research reports 
that have found management discretion is a determining factor in any decision to write down an asset.   
5. Conclusion 
Whether the process of implementing a big bath is a form of manipulation of the published financial 
statements can be questioned from the asymmetrical timeliness of earnings within the principle of 
conservatism as demonstrated by Basu (1997).  If the results of an increasing amount of big bath accounting 
are viewed from the perspective of representing timelier reporting of losses than would otherwise be the case 
in the absence of a big bath this can be contemporaneously linked to the important principle of conservatism 
enshrined within financial reporting.  The fact that a big bath reduces earnings and asset values can be 
associated directly with the principle of conservatism (Watts (2003)).   
Furthermore, the change in the regulatory environment resulting in a greater degree of big bath accounting 
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than the pre change environment, as shown in the results, appears to match the criteria of conditional 
conservatism developed by Ball and Shivakumar (2005).  The decision to implement an asset impairment loss 
that results in a big bath is conditional on an event that is contemporaneous with an unrealized loss, thus 
resulting in a more timely recognition of a loss than would otherwise have been the case if the asset had not 
been impaired (Basu (1997)). 
This can be contrasted with the unconditional form of conservatism identified by Ball and Shivakumar 
(2005) that defines loss recognition as arbitrary, not contemporaneously related to any particular event due to 
the arbitrary nature of bias in terms of reporting low book values and incomes unconditionally as a result of 
being conservative.  The results indicate that unconditional conservatism was perhaps more prevalent amongst 
FTSE 100 corporations that reported asset impairment losses prior to the change in the regulatory 
environment and that this shifted to conditional conservatism post the change in the regulatory environment.   
This shift to conditional conservatism would appear to be reasonable, given the fact that under FRS 11 an 
arbitrary element of amortization was present irrespective of the economic reality of the value of the asset, 
whereas post the transition to IAS 36, intangible assets were only impaired conditionally on an event that 
indicated a fall in value.  
The results presented in this paper when considering the asset impairment charges over the entire sample 
period from 2003 to 2007 indicate that the predominant earnings management characteristic is income 
smoothing rather than big bath accounting, however, post the regulatory change in 2005, the balance clearly 
shifts towards a greater degree of big bath accounting when compared to the pre change period. This finding 
is in line with Jordan and Clark (2004), Riedl (2004) and Sevin and Schroeder (2005), 
Jordan and Clark (2004), Riedl (2004) and Sevin and Schroeder (2005) interpret their findings of an 
increasing amount of big bath accounting as a greater propensity for manipulation of earnings and subjectivity 
post the change in the regulatory environment, which is a potentially valid interpretation at the operational 
level in terms of the mechanical process of a big bath, however, none of these authors relate their results to 
any underlying theoretical thought in terms of what might be driving this action.  The fact that big bath 
accounting increases after a change in regulations is empirically found to be true in the current paper in the 
UK setting and also in the earlier research in the US.  
Those corporations that did use value in use to arrive at their asset impairment loss will have rejected a net 
realizable value figure as this would have been lower than the value in use figure.  If the corporations had 
used net realizable value instead of value in use, this would have produced a higher asset impairment charge 
and correspondingly lower reported earnings and asset values than were actually reported.  Additionally, for 
the corporations that reported using recoverable amount without specifying net realizable value or value in 
use, this implicitly means that, in the absence of a disclosed discount rate, they must have used net realizable 
value.   
For the corporations that use net realizable value for the purposes of determining the asset impairment 
charge this implicitly means that their net realizable value is higher than any calculated value in use figure.  
Coupled to this the fact that many corporations report using more than one valuation method depending on the 
type of asset that is impaired and the results become difficult to draw any conclusions based on the 
information available, despite the initial observation that value in use appears to be more widely used. 
This degree of inconclusiveness in terms of a particular valuation method influencing the asset impairment 
loss may be as a result of the individual reporting circumstances of each corporation and the desire to reflect 
an over-arching true and fair view of the corporation congruent with the regulatory requirements (Alexander 
(1999)).  
The debate about the suitability of using expected discounted future cash flows within the corporate report 
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is a wide one and many other factors, in addition to conservatism, what constitutes a fair value, what should a 
true and fair view mean and the role of fair value within this process will continue to provide a rich area for 
future empirical research.  
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